T. ROWE PRICE INSIGHTS
ON U.S. EQUITIES

As Market Dynamics Pivot,
Alpha Opportunities Are Set
to Improve
The U.S. equity landscape is changing as key
characteristics retreat from extremes.
KEY INSIGHTS
■ In the second of our series looking at the role of active management in a
changing market environment, we consider the U.S. equity landscape as certain
extreme characteristics begin to unwind.
■

■

Based on our research, historically, when U.S. equity markets have displayed
similar extreme characteristics—concentration, volatility, return dispersion—active
managers have generally outperformed once these extremes rolled over.
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In addition, opportunities for active investors historically have been more
pronounced when coming from an extreme starting point.

A

ctive U.S. equity strategies have
generally struggled to keep pace
with their passive counterparts
in recent years. This comes amid a
backdrop of very low volatility and
an increasingly concentrated and
narrow‑performing market. However,
our analysis suggests that when U.S.
equity markets have displayed similarly
extreme characteristics—concentration,
volatility, dispersion of returns—active
managers have generally outperformed
index returns as these extremes began
to unwind.

action and substantial passive
investment flows had a distorting
impact on the U.S. equity market. Macro
factors and momentum became the
main drivers of market performance,
overshadowing the fundamental quality
of individual companies.

Indeed, history shows us that
opportunities for active stock picking
become more pronounced when
coming from extreme starting points.

In recent years, the powerful gains
recorded on major U.S. benchmarks
have been disproportionately driven by
a small number of large, growth‑oriented
stocks. In 2020, for example, five stocks
on the S&P 500 Index—Alphabet,
Amazon, Apple, Facebook, and
Microsoft—returned 55.8% for the
year, while the remaining 495 stocks in

A Decade of Challenging
Market Dynamics
During the 10 years to 2021, a
combination of extraordinary policy

For active managers, this proved an
increasingly challenging backdrop as
market factors were pushed to extremes,
making opportunities for differentiated
alpha generation harder to find.
Extreme Market Concentration
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the index returned 10.8%.1 The stellar
performance saw the index become
increasingly concentrated in these
five companies, with their combined
weight peaking in 2020 at 24% of the
total index (based on daily data).

Market volatility,
for example,
has noticeably
increased from
the historic low
levels of recent
years, creating
more differentiated
performance
between sectors
and stocks.

Few would argue that these are
solid, disruptive businesses, and their
respective returns reflected strong
profitability and earnings growth. The
ultralow interest rate environment
during much of the past decade also
supported the rising valuations of these
companies, given their long duration
growth profile. However, the extreme
concentration in so few at the top of the
index also reflected the distorting effect
that heavy passive investment flows can
have. With more money being allocated
to the largest companies, the loop
can become perpetual, with the index
becoming increasingly concentrated
as the largest stocks grow ever larger.
In this scenario, momentum—rather
than the underlying performance of
the companies themselves—becomes
the main driver of asset returns. This
is a challenging backdrop for active
managers who typically seek to limit
portfolio concentration and so often
underweight the largest and most
expensive stocks.
Heightened Opportunities as Market
Extremes Unwind
Fast‑forward to today, however, and the
U.S. market environment now appears
more favorable for active managers. The
impacts of slowing economic growth,
high inflation, and rising interest rates
are all being reflected on equity markets,
with some of the extreme characteristics
evident in recent years beginning
to unwind.
Market volatility, for example, has
noticeably increased from the historic
low levels of recent years, creating more
differentiated performance between
sectors and stocks. Meanwhile,10‑year
U.S. Treasury yields are sharply higher
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than their 2020 lows. Against this
backdrop, investors are pivoting away
from some of the largest stocks in the
S&P 500 and into more value‑oriented
and cyclical stocks. This rotation has
been producing a wider breadth of
performance within the S&P 500 and
greater dispersion between stocks’
returns, as market concentration eases
from recent extreme levels.
A Potentially Favorable Environment
for Quality Stock Pickers
Our analysis of similar equity market
environments in the past—i.e., periods
when U.S. indices have reached
concentration/valuation extremes—
suggests that active managers, as a
group, went on to outperform their
respective benchmark returns once
those extreme conditions started
to unwind. This makes sense, as a
broadening of market drivers gives
active managers more opportunity
to generate excess returns, while
the breadth of stocks potentially
outperforming the index also increases.
Perhaps the best example of similarly
extreme U.S. market concentration from
recent history is during the dot‑com
boom, which peaked in 2000 before
collapsing shortly thereafter. Looking
at the charts below, some interesting
observations can be made.
Figure 1 shows the stellar performance
of the technology sector from the early
1990s through to 2000, fueled by
the early adoption of the internet and
surging interest in “next generation”
tech companies and helped along by
a low interest rate environment. This
period saw vast amounts of capital flow
into the sector, causing it to expand
rapidly and become an increasingly
disproportionate weight within the
S&P 500. From around 1997 through
to early 2000, with index concentration
becoming extreme, the drivers of
market performance also narrowed to
the extent that the performance of the

Source: S&P. S&P 500 Index calendar year performance, 2020 (see Additional Disclosures).
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Late 1990s “Tech Bubble” Drives the S&P 500
(Fig. 1) Technology sector weighting in the S&P 500 vs. index return: 1993–2005
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S&P 500 Index was largely dependent
on the performance of the growing tech
sector “bubble.”
Figure 2 goes on to show the alpha
generated by average active equity
managers during the buildup of the
tech bubble, from the mid‑1990s until
the peak in 2000, and in the years
immediately following the collapse of the
bubble from 2000 to 2004.

Active equity managers underperformed
during the buildup phase, as market
drivers narrowed, with the performance
of the S&P 500 increasingly
dependent on the performance of
the ever‑expanding technology sector.
However, once the bubble burst, and
the extreme index concentration began
to rapidly unwind from mid‑2000
onward, the average alpha generated
by active managers increased sharply.

Active Trailed at the Peak but Delivered Strong Alpha After
Bubble Burst
(Fig. 2) Active manager excess returns vs. S&P 500 Index: 1996–2005

3-Year Rolling
Excess Returns (%)

20

Median

25th Percentile*

15
10
5
0
-5
-10

05
20
c.
De

04

03

20
c.
De

20
c.
De

02
20
c.
De

01
20
c.
De

00
20
c.
De

99
19
c.
De

98
19
c.
De

97
19
c.
De

De

c.

19

96

-15

As of December 31, 2005.
Past performance is not a reliable indicator of future performance.
Period covered December 1996–December 2005. Quarterly rolling three‑year returns U.S. active strategy
excess returns (net of fees) versus S&P 500 Index. Based on U.S. Large Cap Equity eVestment universe
active strategies only. eVestment Alliance LLC measures primarily institutional active U.S. strategies
net‑of‑fees.
*25th percentile of top excess returns generated by active U.S. institutional equity strategies.
Sources: S&P Global Market Intelligence and eVestment Alliance, analysis by T. Rowe Price.

3

Dispersion Between Stock Returns Is Trending Higher
(Fig. 3) Active managers have typically performed better in a higher dispersion environment
U.S. Equities (Russell 1000 Index) Standard Deviation
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This peaked in the third quarter of
2002, with the median active manager
outperforming the index by 5.27% on a
three‑year rolling basis.2
This highlights the potentially heightened
opportunities for active managers
as extreme market conditions begin
to roll over. This unwinding can take
time to play out fully, thereby providing
a possible multiyear tailwind for
active managers.
Increasing Dispersion of Returns
Another extreme characteristic of the U.S.
equity market over the past decade has
been the historically low dispersion of
stock returns. In recent years, low market
volatility has seen dispersion between
stock returns also decline, making it
increasingly difficult for active managers
to generate differentiated performance.
Dispersion is often interpreted as a
measure of the level of uncertainty.
Historically, there has been a positive
correlation between the dispersion
2

of returns and the outperformance
of active managers relative to their
benchmarks. Active managers have
typically outperformed when dispersions
were elevated, which should provide
greater opportunities for differentiated
performance. A passive approach is
typically favored when there is a lack
of return dispersion. With increased
volatility being a feature of the U.S.
equity market over recent quarters,
we are also seeing an increase in
return dispersions, both of which
should be beneficial to an active
investment approach.
The Stage Looks Set
We believe valuation and underlying
earnings quality will return as principal
factors driving stock prices. The
market dynamics that have prevailed
for much of the last decade, such as
the exceptionally loose monetary and
fiscal policies, are changing. This
transitioning backdrop has traditionally
worked to the advantage of quality

Source: eVestment Alliance; analysis by T. Rowe Price. Performance is quoted on a net‑of‑fees basis.
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active managers. A number of extreme
market characteristics that have
proved ongoing headwinds for active
managers in recent years—high market
concentration, low volatility, low return

dispersion—appear to be rolling over.
Coming from these extreme starting
points, we anticipate more pronounced
opportunities for quality active managers
to generate alpha moving forward.

Additional Disclosures
The “S&P 500 Index” is a product of S&P Dow Jones Indices LLC, a division of S&P Global, or its affiliates (“SPDJI”) and has been licensed for use by
T. Rowe Price. Standard & Poor’s® and S&P® are registered trademarks of Standard & Poor’s Financial Services LLC, a division of S&P Global (“S&P”);
Dow Jones® is a registered trademark of Dow Jones Trademark Holdings LLC (“Dow Jones”). T. Rowe Price products are not sponsored, endorsed, sold or
promoted by SPDJI, Dow Jones, S&P, their respective affiliates, or and none of such parties make any representation regarding the advisability of investing in
such product(s) nor do they have any liability for any errors, omissions, or interruptions of the S&P 500 Index.
Copyright © 2022, S&P Global Market Intelligence (and its affiliates, as applicable). Reproduction of any information, data or material, including ratings
(“Content”) in any form is prohibited except with the prior written permission of the relevant party. Such party, its affiliates and suppliers (“Content Providers”)
do not guarantee the accuracy, adequacy, completeness, timeliness or availability of any Content and are not responsible for any errors or omissions (negligent
or otherwise), regardless of the cause, or for the results obtained from the use of such Content. In no event shall Content Providers be liable for any damages,
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statements of opinions and are not statements of fact.
London Stock Exchange Group plc and its group undertakings (collectively, the “LSE Group”). © LSE Group 2022. FTSE Russell is a trading name of certain
of the LSE Group companies. “Russell®” is a trade mark of the relevant LSE Group companies and is/are used by any other LSE Group company under
license. All rights in the FTSE Russell indexes or data vest in the relevant LSE Group company which owns the index or the data. Neither LSE Group nor its
licensors accept any liability for any errors or omissions in the indexes or data and no party may rely on any indexes or data contained in this communication.
No further distribution of data from the LSE Group is permitted without the relevant LSE Group company’s express written consent. The LSE Group does not
promote, sponsor, or endorse the content of this communication. The LSE Group is not responsible for the formatting or configuration of this material or for any
inaccuracy in T. Rowe Price’s presentation thereof.
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T. Rowe Price focuses on delivering investment management
excellence that investors can rely on—now and over the long term.
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